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SUBJECT: Environnmental Buil ding Expenses Credit

SUMVARY

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would allow a credit equal to an unspecified percentage of the
cost of environnmental building expenses paid or incurred to construct, repair,

mai ntain, rehabilitate or inprove a commercial or residential structure.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective inmedi ately upon enact nent and
woul d apply to taxabl e and incone years beginning on or after January 1, 2001.

LEG SLATI VE H STORY

SB 2037 (2000) would allow a credit equal to 5% of the anpunt of environnenta
buil ding costs (defined differently than this bill) expended on specified types
of buil di ngs.

SPECI FI C FI NDI NGS

Exi sting state and federal |aws provide various tax credits that are designed to
provide tax relief for taxpayers that nust incur certain expenses (e.g., renter’s
credit) or to influence behavior, including business practices and deci si ons
(e.g., research credits).

Cenerally, under state and federal |aw the cost of erecting a building or other
structure or a major inprovenent or repair to an existing building is considered
a capital expense. |If the building or structure is used in a trade or business,
the costs expended nust be capitalized into the cost basis of the property and
deduct ed agai nst income through depreciation over the useful [ife of the building
or structure. If the building is not used in a trade or business (a personal
asset), costs expended nmust still be capitalized into the cost basis of the
property. The cost basis of a personal asset is used to determne if a taxpayer
has a taxabl e gain upon disposition of the personal property.

Under current state and federal law, a repair, renovation or inprovenent to a
bui | ding that does not increase the value of the building or extend its useful

life is considered a current period expense. |If the building is used in a trade
or business, the expense is deducted against inconme in the period the expense is
paid or incurred. |If the building is a personal asset, the costs expended are

consi dered personal expenses of the taxpayer and are non-deducti ble and cannot be
capitalized.
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This bill would allow a credit equal to an unspecified percentage of the cost of
“envi ronmental buil ding expenses” paid or incurred to construct, repair,

mai ntain, rehabilitate or inprove a commercial or residential structure on or
after January 1, 2001. “Environnental buil ding expenses” are defined to nean a
fixture, such as a device, material or nechanical conponent, certified by the
California Environnental Protection Agency as being “environnentally sound” or
certified by the California Energy Conm ssion as being “energy efficient.”

This bill defines “environnentally sound” as a fixture that has negative inpacts
on the environnent that are scientifically denponstrable as | ess than any ot her
product that is commonly used for the same purpose in a structure.

“Energy efficient” means a fixture that reduces the consunption of heat, process
heat, space heating, water heating, steam space cooling, refrigeration
mechani cal energy or electricity.

Under the Revenue and Taxation Code, this bill would require the California

Envi ronmental Protection Agency and the California Energy Conmi ssion to conplete
the certification of fixtures by July 1, 2001, and annually update the list by
each July 1 thereafter

This bill would all ow any unused credit in excess of the taxpayer's tax liability
to be carried over to future years until exhaust ed.

Pol i cy Consi derati ons

Wiile Section 1 of this bill expresses the Legislature’s intent to provided
and all ocated tax credit, the credit provided by this bill would not be
al l ocated by any state agency.

This bill would allow the credit for environmental buil ding expenses for
bui l dings | ocated outside of California.

This bill would allow taxpayers in certain circunstances to claimnultiple
special tax credits for the sane item of expense (e.g., Manufacturers’
I nvestnent, Enterprise Zone and Targeted Tax Area Credits.)

In the case of buildings being used in a trade or business, this bill would
not require the basis of the building or the current expense to be reduced
by the anobunt of the credit.

Conflicting tax policies come into play whenever a credit is provided for an
expense itemfor which preferential treatnent is already allowed in the form
of an expense deduction or depreciation deduction. This new credit would
provi de a doubl e benefit for these expense itens. On the other hand, making
an adjustnment to reduce the basis or expense in order to elimnate the
doubl e benefit creates a state and federal difference, which is contrary to
the state's general conformity policy. |In the case of a one-tinme expense
deduction, the reduction of that expense would not create an ongoi ng

di fference. However, if the expenditure nust be capitalized, then an
ongoi ng di fference woul d be created.

This bill does not limt the annual aggregate credit amount that woul d be
all owed to any one taxpayer
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This bill does not contain a sunset date. Credits are typically enacted for
four to five years to allow the Legislature to exam ne the effectiveness of
the new credit. Mreover, this bill provides an unlimted carryover of
unused credit amounts. Recent credits have been enacted with a limted
carryover since experience has shown that nost credits are exhausted wthin
ei ght years.

This bill does not require the environnental building expenses incurred by
the taxpayer to be for new equi pnent and does not state a m ni num anmount of
time the taxpayer nmust have the equipnent placed in service to avoid
recapture of the allowed credit. Wthout one of these requirenments, nore

t han one taxpayer could claimthe credit on the same piece of equipnent.

| npl enent ati on Consi der ati ons

This bill cannot be inplenmented wi thout the percentage of the environment
bui | di ng expense paid or incurred that would qualify for the credit being
specified.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue estimate is unknown and cannot be determ ned until the
percent age of environnental buil ding expenses paid or occurred by the

t axpayer is determ ned.

BOARD

Based on actual departnmental data regardi ng previous solar and energy
credits, total environnental building expenses are projected to be on the
order of $500 million annually.

POSI T1 ON

Pendi ng.



